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Dear TaxpaYer:

This is in response to your, Form 1023, Application for
Recognition of Exemption Under Secti -501(c)(3) of the Internal
Revenue Code., :

You were incorporated , to provide
housing for low-income elderly persons. You have created low-
income housing through the conversion of a defunct hospitail
formerly owned by . The housing is owned
and operated by a limited partnershi in which you are the:sole
genaral partner. The partnership has| financed the purchase and
rehabilitation of the structure with : combination of local and
federal grants, tax-exempt financing and the sale of low~income
housing tax credits. Pursuant to th ax~credit allocation, 95
of the 96 units in the facility must
incomes are 60 percent or laess of the[hr?a’s median income.
Also, because the facility was alloca ed these tax credits, the
units must also be rent-restricted asrprOVided in section
42(g)(2) of the Code. Pl

-

To utilize these credits you have; entered into a limited
partnership with an investment fund set up to invest in low-
income housing projects acquiring tax ¢redits for its investors.
The respective rights and duties of thé partners are sat forth in
a series of agreements including, without limitation, a limited

‘partnership agreement, a tax cradit aranty agreement, a

completion guaranty agreement, and a IeaSe-up gquaranty agreement

In addition to naming you as thei$oie managing partner, the
partnership agreement gives the limited partner various controls
ovar the operation of the partnership!¢rgcontrol over the general

| R T

|

t
eke occupied by persons whose




i . 48

partner to ensure the protection of théflimited partner. In

of appearance, the limited partner may: exercise rights of
contirol, C

order

1. Section 2.9 - the choice of Ehé builder.

2. Section 2.33 « the selection 6ﬁ'the inspecting
architect. ‘ C

3. Sections 4.5 and 4.6 -~ withdrawals from a capital
reserve and a replacement reserve. | |
i
4. Section 5.7 - without general: partner concurrence, to
amend the partnership agreement (on tters that do not affect
the basic substance of the agreement pr the rights of the general
partner); to order the sale of all o substantially all of the

partnership assets; removesthe generall: partner with or without
causa, R -

, b ,
8. Section 6.3 -~ to hire or fir%:any management agents
including the property manager. Pl

6. Section 7.3 - to approve thel @qximum management fee as -
well as the sustance of management agreements.

- 7. Section 8.1 - to approve selection or termination of the
auditor. T

8. Section 10.2 - to remove th Qéneral partner for cause
if the general partner fails to fulfi 1 any of the other

agreements between the partners involving this same transaction

or the failure of the project to mee thie requirements of section f

42 or to maintain at least a 90 perc L ioccupancy level.

9. Section 10,3 - to remove the géneral partner without
cause. .. '

10. Sections 11.2 and 14.3 - tqg gﬁssolva and terminate the
partnership. '

The partnership agreement provides additional protections
for the limited partner. for exampl +: the capital contributions
made by the limited partner were made in installmants which
became due only after various contin encies had beaen satisfied.
Such contingencies included satisfac ion of the guaranty
agreements. ' ;

The partnership agreement also Hotés that the general-
partner has entered into various othdr agreements which place




obligations on the general partner ihiiis corporate capacity
rather than its capacity as a generall:partner. '

guarantee all costs over a stated unt and that the project
would be completed by a certain datel.: If the project was .not
completed by that date, did not proviide credits in the year
placed in service or the following year, or did not provide a
rehabilitation credit you would hav had to acquire the entire
interest of the limited partner pluﬁ interest. .
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The completion guaranty agreezEFt provided that you

qharantee that if the project is no percent occupied by a
specified date you would have been required to return the.capital

The lease-up guaranty agreemengéai?vided that you would
contribution of the limited partner.l™

[ ‘

The tax credit gquaranty agreem Ltfprovides that if the tax
credit is less than a specified amognt;in any year, you guarantee
to pay the reduction amount. If the credit reduction is :
permanent, then you guarantee payment: of @B percent of the total
reduction for the remaining compliance period within @ days. In
addition, if the allocation is less than anticipated, you

arantee a payment of @ percent of any reduction amount within
gdays of the allocation. Furthermoreé, if any credit is:
recaptured, you guarantee the amount of the credit plus interest
and penalties. i : :

Sections 501(a) and 501(c)(3) jf'ﬁhe Code provide, in part,
for the exemption from federal income tax of corporations
organized and operated exclusively for 'charitable purposes.

bob

Section 1.501(c)(3)~1(a) of the Income Tax Regulations
provides that to be exempt under se tion 501(c)(3) of the: Code an
organization must be organized and gperated exclusively for
charitable purposes. b

Section 1.501(e)(3)~21(d) (1) oflthq regulations provides, in
part, that an organization may be e*@mpt under section 501(c¢)(3)
of the Code if it is organized for aritable purposes. However,
it is not organized or operated excgﬁsively for a charitable
purpose unless it Serves a public rather than a private interest.
Thus, an organization must establish that it is not organized or
operated for the benefit of designated:individuals.

Section 1.501(c)(3)-1(d)(2) ofithé regulations defines the
term “charitable" in its generally Ccepted legal sense and it is
not limited by the separate enumeration of exempt purposes in
section 501(c)(3) of the Code. The tefm includes, inter alia,
relief of the poor and distressed. b '
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Rev. Proc. 96-32, 1996-20 I.R.BJ 14, provides that an’

organization will be considered to relieve the poor and

distressed if it establishes that 75 percdent of the units are
occupied by residents that qualify a%gléw—income and that either
- (a) 20 percent of the units are occupied by very low-income
rasidents -or (b) 40 percent of the units are occupied by

residents that do not exceed 120 percent of the area’s very low~
income limit. 1In addition, the units must be affordable to the
residents. This will ordinarily be satisfied by adopting a
government-inposed rent restriction. |

s e Socie IV, i e
880 - th Qi [982) holds that an

organization’s participation as a geperal partner in a limited
partnership would not adversely affect its tax-exempt status

3

under sections 501l(a) and 501(c)(3) of the Code where pursuant to

an arm’s length transaction, the charitable general partners sold

two-thirds of its half interest in thé play to three limited
partners. Important to the holding is that the general partner
was not obligated to return capital to the investors out of its
own funds and that the limited partnérs have no control over the
way the organization manages its affairs and that none of ‘the
limited partners are directors or of icers of the general '
partner. The opinion concludes that an; interest in a gingle pla
is not intrusive or indicative of se ing private interests.

QUS Y Plonee v Q _* oner 1 M 29 .

’ ‘ 9 5) holds; that an organization’s
participation as a general partner i ".a:limited partnership
precludes exemption where the invest Ts; privately benefit ifrom
the arrangement. ' The opinion notes hat section 501(c)(3) of the
Code controls the exemption issue. It also notes that Plu

So does not apply|because factually it idiffers
from the instant case, because privaFé benefit issues werd raised
when two of limited partners were al§é board members of the :
general partner applying for tax-exemption. '

CLe USIness purea - ngron DG s ) Al g
States, 326 U. 8. 279 (1945), holds that an organization that
educates the public and local businesses about honest business
practices has a purpose to advance the membars’ business as well
as a purpose to educate the public. Thus, when an organization
carries out a nonexempt purpose, substantial in nature, it will
destroy the exemption regardless of th number and importance of
the truly exempt purposes. AR ,

| : . .

i .
Because the owner of the project, the partnership, satisfies
the residency requirements and the r ntrrestrictions imposed
pursuant to an allocation of low-income housing tax-credits, you,
as managing partner, may claim that ou satisfy section 3 of Rev.




Proc. 96~32 provided that you can deméqsﬁrate that as general
partner you cause the partnership to satisfy the safe harbor.
Because there is nothing in the agreements that would enable the
limited partners to prevent you from carrying out the occupancy
and rental restriction requirements, ye ¢onclude that you ralieve
the poor and distressed because you satisfy the safe harbor.

also do not provide a private benefit

However, whether you gualify for exemftion depends on whether you ‘

for the limited partners, -
As demonstrated in W&.ﬂg&m

D.C.., Inc. a single function may actually achieve more than one
purpose. If one purpose is nonexempt| and substantial in nature

it destroys the exemption regardless pf the number and importance

of the exempt purposes. Thus, regardless of the fact that .you
may cause the partnership to provide housing to persons regarded
as poor and distressed, you will not [qualify for exemption:.if a
substantial purpose of yours is to bepefit the limited partners.

In this regarad, st&ggumw provides
guidance. In that case, the general partner was not obligated to
return capital out of its own funds, [the limited partners had no
control over the general partner in the imanagement of its affairs
and the none of the limited partners are directors or officers of
the general partner. In sum, the limitéd partnership did not
intrude into the exempt operations. | ' |

In your case, you have but a sipgle function which is to
manage a limited partnership that will develop and operate low-
income housing. Thus, controls that|thé limited partners have
over the creation or operation of thepartnership will
necessarily detract .from your exempt| operation. Many controls
that the limited partners have under| the agreement may be neutral
in effect. TFor example, if the limited partners can require you
to provide them with information may| not cause you to operate in

a nonexempt manner. However, controls that may enforce nonexempt

functions are inherently intrusive. | Other controls that the
limited partners have mnay demonstraﬁeithat certain penalty or
guaranty provisions are intrusive. ;.

Your obligation to acquire the interest of the limited
partner in the completion guaranty dgreement, your obligation to
return capital in the lease-up guarznxy agreement or your:payment
of @ percent of any permanent redu tion amount in the tax credit
guaranty agreement are all forms of |return of capital to the
limited partners from your own fundérwpich is directly contrary
to the holding in [soci In addition,

the tax credit guaranty agreement provides the further obligation

to pay a credit reduction in any yeéx or to pay the credit plus
penalties and interest for any recaPture of the tax-credits.




This is beyond an obligation to returh;capital. Rather, it-
obligates you to pay the anticipated investment return.
HEPE
, Under these provisions, you are an indemnifier of the
limited partner’s investment which is|a substantial nonexempt
purpose. Furthermore, the limited Partner’s enforcement of these

nonexempt functions intrudes into your management of your own

ganse, If it is with cause, the limi ed; partner may unilateralily
retain your interests in the partners ips

Your operation as an indemnifier of the limited partner is
further reflected in the limited partner’s control over the .
operations. Where the limited partner approves the builder, the
banager, approves the contracts as waEllas other controls and
where the guaranty agreements place the ultimate obligation on

you, you operate to indemnify the lim?tea partner.

Although ogiety,: may permit a
charitable: organization’s operation as'a: genaral partner in

limited partnerships when specifiaed conditions exist, i

] - makes it ¢lear that wh Nl an organization fails one
of the conditions of Plumstead, that rganization cannot rely on
that case to establish its qualification for exemption.,

In addition, you operate a éinglefh;usinq project in whieh
the limitgd Partners have control ove&grepabilitation

Your situation is by its very nature hore intrusive than the
facts described in the Plumstead case ‘The intrusions cause you
to fail section 7 of Rev. Proc. 96-32| and precludes your . :
qualification for recognition of exemption, notwithstanding your
satisfaction of the safe harbor in segtion 3 of Rev. Proc. 96-~32,
Accordingly, we conclude that you are not operated exclusively
for charitable purposes as required ih section 1.501(c)(3)=
1(d)(1) of the requlations. :

Because you are an organization ormed, in part, to benefit v
the limited partners, we conclude thaE;ypu are organized arid ‘
operated for the private benefit of your. partners. Therefore,
you are not described in section 501(p)(3) of the Code and .are
not exempt under saection 501(a). cContributions to you are not
deductible under section 170 of the Code. You are required to
file federal income tax returns on FOfm 1120.

You have the right to protest this ruling if you believe it
is incorrect. To protest, you should| submit a statement of your
views, with a full explanation of your—~reasoning., This statement
must be submitted within 30 days fromltoday and must be signed by
one of your principal officers. When[sehding a protest or ‘other




 notified of this action in acoordanc

il

correspondence with respect to this ¢dse, you will expeditie its
receipt by placing the following symbols on the envelope: |
CP:E:E0:Ti5-@ Room 6539. . These symbols do not refer to lyour
case, but;rather to its location, dol i

You algo have the right to a conference in this offic# after
your protest statement is submitted.| :If you desire a conference,
you must request it when you file yoTr protest statement. | If vou
are to be:represented by someone who iéjnot one of your priincipal -
officers, that person must file a proper power of attorney and i

otherwise qualify under. our COnferencé-gnd-Practice Requirements. °

. . ] i
If you do not protest this pProposed ruling in a timel!
manner, it will be considered by the!Internal Revenue Service as
a failure to exhaust available adminigtrative remedies. Section
7428(b)(2) of the Code provides, in ;qrt, that a declaratory

judgment or decree under this section 'shall not be issued fin any |
proceedings unless the United States mathCDurt, the United| States
Claims Court, or the District Court £ the United States for the
District of Columbia determines that

has exhausted administrative remedie

Internal Revenue Service.

the organization involved
‘available to it within the

It we do not heAr from you within 30 days, this ruling will
become final and copies will be forwarded to the District
Director gor‘your key district. Thereatter, any questions| about
your federal income tax status shouzg

be addressed to your|
District Director. The appropriate

tate Officials will be ,
With section 6104(c)£of the

Code. :

S3 ixfcefraly '

e ” ::'Ea) Gariand A. Oartee :
Gjﬂiénd A. Carter ]
Chief, Exempt Organizations
Rulings Branch 5 j
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